Double Accounting for Goodwill- A Problem Redefined by Bloom, Martin Harlod
  
 
Double Accounting for Goodwill 
- A Problem Redefined 
 
M.H. Bloom 
 
 
 
 
A thesis presented in fulfillment of the requirements for the 
degree of Doctor of Philosophy in The University of Sydney. 
 
 
i 
Contents 
   Page 
Candidate’s declaration 1 
Acknowledgments 2 
Abstract  3 
Section 1 – An overview 
1.1 Introduction 5 
1.2 The objectives of financial reporting in relation to intangible assets 6 
1.3 The problem and its redefinition 8 
1.4 Research method and development of conclusions 10 
1.5 An illustrative MCS 12 
1.6 Constituents of MCS goodwill 14 
1.7 The advantages of the MCS 15 
1.8 Integration of the MCS with net realizable value accounting 16 
1.9 Structure of the thesis 17 
 
Section 2 – What is goodwill? 
2.1 Introduction 21 
2.2 Goodwill as a residual 22 
2.3 The constituents of goodwill 27 
2.4 Goodwill value and super-profits 29 
2.5 Is goodwill an asset? 32 
2.6 Negative goodwill 35 
2.7 Goodwill in the context of the historical cost system 35 
 
Section 3 – Internally generated goodwill – “Alice-in-
Wonderland accounting” 
3.1 Goodwill categories and why internally generated goodwill has not 
been recognized 37 
3.2 Early views in Australia and the UK 38 
3.3 A US anomaly – goodwill write-up temporarily condoned 41 
 
ii 
  Page 
 
3.4 Non-recognition of internally generated goodwill established in the US 45 
3.5 International Standard IAS 38 (1998) 48 
3.6 Some other countries 49 
3.7 Summary of arguments for non-recognition 51 
3.8 Internally generated “negative goodwill” 52 
3.9 A note on an objective and reliable basis for recognition of internally 
generated goodwill 53 
3.10 Reverse acquisitions 56 
3.11 A further anomaly 57 
3.12 The link between purchased and internally generated goodwill 61 
 
Section 4 – Purchased goodwill – historical treatment 
4.1 Introduction 67 
4.2 To amortize or not to amortize? 68 
4.3 Momentum, super-profits and matching costs with revenues 72 
4.4 The “double-counting” problem 76 
4.5 Other arguments against amortization 78 
4.6 The Financial Institution Accounting Committee (1999) 84 
4.7 Nominal value 86 
4.8 Significant developments in the US 88 
4.9 Accounting for purchased goodwill – UK and Commonwealth 
countries 98 
4.10 Europe 103 
4.11 Japan  103 
4.12 Australia 104 
4.13 International Accounting Standard 107 
4.14 Current developments 108 
 
Section 5 – Impairment – the current conventional 
wisdom 
5.1 Introduction 109 
5.2 The UK 111 
5.3 The US 116 
5.4 International Accounting Standards Board/Australia 120 
 
iii 
  Page 
 
5.5 Differences between previous and new Australian Standards 123 
5.6 Impending problems 125 
 
Section 6 – The Market Capitalization Statement  
6.1 Goodwill is an increasingly important constituent of the value of listed 
companies 130 
6.2 Information regarding goodwill should be in the Annual Report 136 
6.3 Market capitalization 138 
6.4 Traditional treatments of goodwill provide unserviceable data 143 
6.5 Is goodwill an asset? – the controversy revisited 145 
6.6 The MCS – a modification of the double account 147 
6.7 The structure of the MCS 150 
6.8 The MCS forms a link between conventional financial statements and 
accounting for intellectual capital 152 
6.9 The constituents of MCS goodwill 153 
 
Section 7 – How the MCS would be utilized in practice 
7.1 Examining some Australian “dot.com” companies 158 
7.2 Actual illustrative examples of the use of the MCS using “dot.com” 
companies 161 
7.3 Summary of advantages of the MCS 184 
 
Section 8 – The MCS and CoCoA 
8.1 Introduction 189 
8.2 The MCS and CoCoA 190 
8.3 Use of resale prices in “Making Corporate Reports Valuable” 191 
8.4 Use of CoCoA solves the “master valuation account” problem 195 
8.5 Chambers’ position on goodwill in the MCS context 196 
8.6 The MCS is an important addition to a “CoCoA” Balance Sheet 198 
8.7 Chambers and the double account 200 
8.8 Conclusion 201 
 
iv 
  Page 
Appendices 
1. Note regarding the selection and verification of data relating to the 
ASX listed companies analysed in the thesis 205 
2. The MCS and Australia’s leading companies 209 
3. Data that would make a useful supplement to the MCS 219 
4. List of references 228 
5. Glossary of Abbreviations and Acronyms, Accounting Standards, 
Accounting Research Bulletins etc 235 
 
v 
Tables 
   Page 
 
1.1 Tobin’s Q Ratio for US Equities 1952-2002 8 
1.2 Initial illustration of MCS 14 
3.1 Illustrative Balance Sheets 
(a) Holding company buying existing business (vendor shares 
issued at $1 par value) 58 
(b) Holding company buying existing business (vendor shares 
issued at same value as an issue to public) 59 
 (c) Existing business makes a public issue 60 
4.1 Goodwill amortization practices of a sample of 40 US companies in 
1966  95 
4.2 Goodwill amortization practices of 600 US companies: 1958-1979 97 
4.3 Goodwill amortization practices of UK companies: 1962-1971 101 
6.1 Analysis of the percentage of market capitalization consisting of 
goodwill in 22 categories of US listed companies (August 2000) 132 
6.2 Percentage of market capitalization consisting of goodwill – 6 leading 
Australian listed companies 133 
6.3 Analysis of goodwill portion of market capitalization between internally 
generated and purchased goodwill 134 
6.4 Comparison of goodwill and identifiable intangible asset proportions of 
News Corporation market capitalization 135 
6.5 Usefulness of Annual Report as an information source 137 
6.6 Complete illustration of MCS with explanatory notes 151 
 
APP 3.1 
 Relative importance of non-financial factors in determining market 
capitalization 226 
 
Page 1 
THE UNIVERSITY OF SYDNEY 
Faculty of Economics and Business 
 
CANDIDATE’S DECLARATION 
 
I hereby declare that this thesis, entitled “Double Accounting for Goodwill – a Problem 
Redefined” and submitted for the degree of Doctor of Philosophy, contains no material that 
has been accepted for a degree or diploma at any other university or tertiary institution. This 
work, to the best of my knowledge and belief contains no material previously published or 
written by another person, except where due reference has been made in the text and 
bibliography. 
 
 
Signed: ……………………………………………….. 
Date:  ……………………………………………….. 
Page 2 
Acknowledgments 
 
My supervisor, Professor Graeme Dean, has supplied invaluable advice and direction on 
every aspect of this thesis, as well as constant moral support. No Ph.D. candidate could 
have asked for more. Professor Frank Clarke has also made many useful suggestions. 
 Without my secretary, Margarida Reis, it would not have been possible to complete 
this document. Her attention to detail and patience in coping with its endless revisions entitle 
her to be regarded as a full partner in its production. 
 The University of Sydney has provided me with exceptional working facilities and 
access to the Chambers Collection, a unique store of research material. I was also fortunate 
to have access to The Institute of Chartered Accountants in Australia’s Library in Sydney 
and its cheerful and helpful staff. 
 My partners at Horwath Sydney have been endlessly supportive in arranging for me 
to have the time to work on my Ph.D and providing me with access to our office facilities. I 
would also like to express my appreciation to my ex senior partner, Julius Feinstein, for 
providing me with a role model in every aspect of accounting as a profession. 
Page 3 
 Abstract 
The function of accounting is to provide users with useful information in making economic 
decisions. Information regarding goodwill, a major constituent of the value of many listed 
companies, is likely to be useful in making decisions relating to those companies. 
 A historical review of accounting literature, including professional standards, relating 
to methods of accounting for purchased goodwill showed that none of them has stood the 
test of time. The current trend towards an impairment paradigm will not resolve the issue 
satisfactorily because it produces, at best, a partial solution. The difficulty in accounting 
meaningfully for goodwill is compounded because, given its foundation in historical cost 
principles, accounting has been unable to present any information at all with regard to 
internally generated goodwill within the confines of the traditional Balance Sheet. This, in 
turn, has led to the evasion of the reality that the two forms of goodwill are inextricably 
merged. 
 Trying to account satisfactorily for goodwill has been a prime example of R.R. 
Sterling’s ‘issues conceived in a way that they are in principle unresolvable’. The problem 
was accordingly redefined as being to find a method by which the current level of information 
relating to goodwill in the financial statements contained in a company’s Annual Report could 
be improved. This thesis seeks to identify a logically defensible method of accounting for 
goodwill which addresses the redefined problem. It builds upon the historical research 
undertaken, combined with a priori reasoning, to propose an additional financial statement 
which is a modification of nineteenth century ‘double accounting’ in a modern context. This 
statement, which goes far to solve the redefined problem, also furnishes information 
regarding the company’s market capitalization at balance date and is termed the Market 
Capitalization Statement (“MCS”). While the idea of furnishing market capitalization data to 
readers of the Annual Report is not new, it is believed that this is the first time such data has 
been systematically linked with the Balance Sheet to provide an objective, integrated and 
meaningful view of goodwill in the financial statements. 
 The practical application and simplicity of the MCS are illustrated by a range of 
examples drawn from Australian ‘dot-com’ companies over a period of time which saw 
considerable fluctuation in both goodwill and market capitalization, supplemented by 
examining data relating to some of Australia’s largest listed companies over the same 
period. These examples demonstrate that the MCS has the potential to provide significant 
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information not available in conventional financial statements, while freeing the traditional 
Balance Sheet and Profit and Loss Account to present information in a more meaningful and 
less distorted way. 
 Finally, the MCS is noted as still being subject to certain problems and distortions in 
the context of the historical cost basis of the remaining financial statements. It is shown that, 
if used in the context of an exit price based system, Chambers’ CoCoA, many of these 
distortions are removed. The MCS also complements the information provided by CoCoA as 
originally formulated. 
 
 
